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UNI TED STATES TAX COURT

NEWHOUSE BROADCASTI NG CORPORATI ON AND
SUBSI DI ARIES, ET AL.,! Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 19448-97, 23753-97, Fil ed August 7, 2000.
24489-97, 6210- 98.

P and R have both noved for partial summary
j udgnent on the issue of whether royalties payable by
an accrual basis publisher to authors based upon book
sales, less actual returns, are fully deductible in the

1 Cases of the follow ng petitioners have been consoli dated
herewith: Advance Publications, Inc. and Subsidiaries, docket
No. 23753-97; Cox Enterprises, Inc., and Subsidiaries, docket No.
24489-97; and Chronicle Publishing Co., Richard T. Thieriot, Tax
Matters Person, docket No. 6210-98. Such consolidation was made
because of a common issue of eligibility for transition
investnment tax credit under cable tel evision franchise
agreenents. That issue was addressed on notions for partial
summary judgnent in docket No. 19448-97. Petitioner in this case
is petitioner in docket No. 23753-97, and the issue involved is
uni que to that petitioner.
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year of the sales or whether the deduction nust be
reduced to the extent that paynent of the royalties is
wi thhel d as "a reasonabl e reserve for returns”.

Hel d: The royalties are fully deductible in the
year of sale.

Bernard J. Long, David E. MIlls, and Janes R Saxeni an, for

petitioner.

Gary D. Kallevang and WlliamJ. Gegg, for respondent.

MEMORANDUM OPI NI ON

HALPERN, Judge: Both petitioner Advance Publications |Inc.
(petitioner) and respondent have noved for partial summary
judgnent. Each party objects to the other’s notion. The issue
comon to those notions (petitioner’s notion, respondent’s notion
or, together, the notions) is whether petitioner’s deduction for
royalties owed to book authors under agreenents between its
publ i sher subsidiaries and the authors was properly conputed for
petitioner’s 1989 and 1990 taxable (calendar) years (the audit
years) by not taking into account a reduction in the royalty
paynments to authors for "a reasonable reserve for returns”

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and

Pr ocedur e.



Backgr ound

For purposes of the notions, the parties have sti pul at ed
certain facts. W accept the stipulated facts as being true for
pur poses of deciding the notions. The stipulation of facts, with
attached docunents, is incorporated herein by this reference.

The parties have also filed various nmenoranda of |aw, sone with
attached affidavits, and other docunents. The follow ng
recitation of facts is drawn primarily fromthe stipulation of
facts. Certain other facts (which facts we deem
noncontroversial) are included in that recitation.

Petitioner is a New York corporation with its principal
office in Staten |Island, New York. Petitioner, an accrual basis
t axpayer, engaged in the book publishing business during the
audit years through its then wholly owned subsidiary, Random
House, Inc. (Random House), and Random House's subsidi ari es. 2
During the audit years, Random House, through its divisions and
subsi di ari es, published books under several trade nanes, known as
"inprints” in the publishing business. Random House’ s mmj or
inmprints included Random House ("Random House Adult Trade
Imprint"), Alfred A Knopf, and Ball anti ne Books, which accounted

for nore than 50 percent of its book sal es revenue during the

2 Random House was sold to an unrelated third party on
July 1, 1998.
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audit years. Approximately 10 additional inprints accounted for
the remai nder of its book sal es.

During the audit years, Random House’' s publi shing business
consisted of the followng primary activities: acquisition of
rights to manuscripts, editing manuscripts, contracting for the
manuf act ure of books, and marketing and selling books. Random
House primarily sold books to individual bookstores, book
whol esal ers, book retail chains, mass marketers, and book cl ubs
(custoners). Random House custoners sol d books purchased from
Random House and ot her publishers to the general public
(consuners). Under the ternms of its sales agreenents with
custoners, the custoners had the right, under certain
ci rcunstances, to return books for full credit.

Random House and its subsidiaries entered into witten
contracts with each Random House aut hor or |icensor (author
contracts). The principal terns covered by an author contract
i ncluded delivery tinetables for the manuscripts, royalty rates,
and paynent ternms. The Random House Adult Trade and Al fred A
Knopf (Knopf) inprints used one standard form of author contract
and the Ball antine Books division (Ballantine) used another. Over
99 percent of all executed author contracts utilized such standard
contracts. Under the terns of all author contracts, authors
generally earned royalties as a percentage of the publisher’s

i nvoice price on copies of books sold by the publisher. The
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"invoice price" was defined in each author contract as "the price
shown on the Publisher’s invoices to its whol esaler and retailer
custoners from which the Publisher’s whol esaler and retailer

di scounts are calcul ated."

The Bal | anti ne standard aut hor contract provides that "[t]he
Publ i sher agrees to pay the Author a royalty on the retail price
or, for any hardcover copies, on the invoice price of each copy of
the Wirk sold by Publisher, less returns”. A separate paragraph
of the contract requires Publisher to "render sem -annual
accountings * * * on or before February 1st for the six-nonth
accounting period ending in the precedi ng Septenber and on or
bef ore August 1st for the six-nonth accounting period ending the
precedi ng March." This paragraph further provides that "[e]ach
statenent rendered will be acconpani ed by paynent of the anobunt
shown to be due thereon, after allowance of a reasonable reserve
for returns and after recoupnent of [advances]."

Bot h t he Random House and Knopf standard author contracts
provide that "[t] he Publisher shall pay to the Author a royalty on
the invoice price of every copy sold by the Publisher, |ess actual
returns and a reasonable reserve for returns".® The Random House

and Knopf standard author contracts, |ike the Ballantine form of

8 Afewcontracts in effect during the audit years, in a
format different fromthe contracts di scussed above, provided for
the withholding of a royalty reserve against future returns only
during the first 2 years follow ng publication.
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contract, also require sem annual accountings and royalty
paynments; and the procedures followed with respect to royalties
payabl e under all three forns of author contract are identical.
Thus, along with the royalty check for the 6-nonth royalty period,
Random House typically issued a royalty statenent to the author
covering such period. Each statenent contains a colum entitled
"earnings" and a subsequent columm entitled "charges". The forner
shows cunul ative earnings to date based upon total books sold |ess
total books actually returned through the beginning of the
statenent period. Were the prior w thhol ding based upon the
"reasonabl e reserve for returns” was in excess of the anount
justified by the actual returns for the prior period, the earnings
colum al so includes an anount for "refund of reserves" (refund of
reserves). Thus, for each 6-nonth royalty period, the prior
estimated reserve is adjusted to reflect actual experience. The
"charges" colum includes an anmount representing actual returns
for the period and an anount for the "current reserve for
returns”". These charges are an offset to any royalty based on
sal es that m ght otherw se be due for the period.

Random House was contractually required to, and did, pay
royalties with respect to books that were sold and not returned,
even t hough Random House never received paynent for the books and
wote off the debt as uncollectible (e.g., because of the

custoner’s bankruptcy). The royalty payabl e upon the sale of a
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book was reversible only in the event of a subsequent return of
t he book by the custoner.

I n conputing Random House’ s i ncone each year for financial
st at enent purposes, petitioner took into account the revenue
attributable to books sold to custoners during the year, less the
revenue attributable to books actually returned by custoners
during such year. This anpunt was adjusted by the difference
between the "reserve for returns" (reserve for returns) at the
begi nning and at the end of the year; i.e., an increase in the
reserve for returns would be subtracted fromsales. The reserve
for returns adjustnment represented the revenues attributable to
books sold during a particular year that Random House esti nmat ed
woul d be returned during the subsequent year. These factors
resulted in the figure "net sal es" appearing on the financial
st at ement s.

The financial statenents also took into account, as an
expense each year, royalties payable on book sales, |ess books
actually returned by custoners, during such year. This anmount was
adjusted by the difference between the "royalty reserve" (royalty
reserve) at the beginning and at the end of the year; i.e., an
increase in the royalty reserve would be subtracted fromthe
anount of the royalty expense. The royalty reserve adjustnent
represented the royalties attributable to the books sold during a

particul ar year that Random House estimated woul d be returned
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during the subsequent year. Therefore, for financial statenent
pur poses, each year’s royalty expense reflected a reduction for
royalties attributable to the esti mted subsequent year’s returns.

According to Random House’ s books, the begi nning and end of
year bal ances of the reserve for returns for the audit years were

as foll ows:

1989 1990
Bal ance in reserve for returns $63, 652, 154 $93, 923, 107
begi nni ng of year
Bal ance in reserve for returns 93, 923, 107 96, 957, 702
end of year
Net increase to reserve 30, 270, 953 3,034,595

for returns
Accordi ng to Random House’ s books, the begi nning and end of

year bal ances of the royalty reserve for the audit years were as

fol |l ows:
1989 1990
Bal ance in royalty reserve $7, 327, 000 $9, 230, 000
begi nni ng of year
Bal ance in royalty reserve 9, 230, 000 10, 278, 077
end of year
Net increase to royalty reserve 1,903, 000 1,048,077

For tax purposes, Random House reversed those financi al
statenment reserve adjustnents. Accordingly, to arrive at net
sales for incone tax purposes, Random House increased financi al

statenent net sal es by $30, 270,953 for 1989 and $3, 034,595 for
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1990, and, to arrive at royalty expense for incone tax purposes,
Random House i ncreased financial statenment royalty expense by
$1, 903,000 for 1989, and $1, 048,077 for 1990.* Respondent
di sputes only the latter adjustnent to Random House’s fi nanci al
statenent incone.

The parties disagree on whether the annual adjustnents to the
royalty reserve for financial statenment purposes were the sane as
t he annual amounts withheld fromthe royalties paid to authors as
a "reasonabl e reserve for returns” (reasonable reserve for
returns). Petitioner alleges that the financial statenent reserve
for returns and royalty reserve were determ ned on a conpletely
different basis than the reasonable reserve for returns wthheld
fromthe royalty paynents to authors. The former were Generally
Accepted Accounting Principles (GAAP) reserves whereas the latter
was determ ned on an aut hor-by-author basis as a cash managenent
device, and was intended to protect Random House agai nst the
possibility of a paynment of royalties to an author in one
accounting period and the conpany’s subsequent inability to
recover royalties fromthat author (based upon returns) in a later
accounting period. According to petitioner, the anmount of

royalties actually withheld fromauthors is not known,

4 In determning taxable incone and deductible royalty
expense attributable to the sale of soft cover books, Random
House did take into account subsequent year returns to the extent
permtted by sec. 458.
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individually or in the aggregate, because petitioner saw no need
to keep a record of such anpbunts. |In petitioner’s view, they were
irrelevant for both financial and tax reporting purposes.
Petitioner, therefore, concludes that respondent’s proposed
reversal of petitioner’s royalty expense deductions, by focusing
on the financial statenent royalty reserve, necessarily focuses on
an incorrect anount.

Respondent responds that the alleged difference between the
financial statenment royalty reserve and the anmounts actually
w t hhel d from authors "cannot be readily corroborated one way or
the other",® and that petitioner has not "adduced any specifics to
establish the extent to which * * * [the two anounts] may have
differed". Respondent also argues that "[u]nless * * *
[petitioner] wishes to admt that its financial statenents are
grossly unreliable, [petitioner’s] adjustnents to the royalty
reserves shoul d be considered reasonably accurate as to the
overal | expense deduction at issue.” It is apparently on that
basis, and on the basis that respondent views any difference
bet ween the two anounts as "irrelevant to the resolution of the
| egal issue", that respondent justifies his proposed increase in

petitioner’s inconme for the audit years by the anmount of the

5> Petitioner’'s position is based upon affidavits filed by
the former general counsel and the former chief financial officer
of Random House.
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increase in the financial statenent royalty reserve for such
years.

1. Summary Judgment

A summary judgnent is appropriate "if the pleadings, answers
to interrogatories, depositions, adm ssions, and any ot her
acceptable materials, together with the affidavits, if any, show
that there is no genuine issue as to any material fact and that a
decision may be rendered as a matter of law." Rule 121(b). "A
partial summary adj udi cati on may be nmade which does not dispose of
all the issues in the case.” 1d. Sunmary judgnent is a device
used to expedite litigation and is intended to avoid unnecessary
and expensive trials of phantom factual questions. See, e.g.,

Espi noza v. Conmmi ssioner, 78 T.C 412, 415-416 (1982). It is not,

however, a substitute for a trial in that disputes over factual

i ssues are not to be resolved in such proceedings. See id. The
party nmoving for summary judgnment has the burden of show ng the
absence of a genuine issue as to any material fact. See id.

[, Di scussi on

A. Arqgunents of the Parties

Respondent argues that, because the author contracts provide
t hat Random House is liable to pay a royalty anmount that subtracts
a reasonabl e reserve for returns, Random House does not owe its
aut hors the anount of the reasonable reserve for returns. Because

petitioner does not owe this anount, and because it does not
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anticipate that a royalty will be paid for such anount, petitioner
fails to satisfy the section 461 "all events test” wth respect to
the reserve amount as of the end of the taxable year. Therefore,
its annual tax accrual for royalty expense nust be reduced by such
anount. Respondent agrees that a book reserve based upon GAAP
principles is not normally taken into account for tax purposes,
but where, as in this case, the contracts establishing the
taxpayer’s liability specifically reduce that liability by the
anount of the reserve, it is the contract terns and not GAAP
principles that require the sanme reduction in liability for tax
pur poses. Respondent summarizes his position as foll ows:

Quite sinply, an accrual taxpayer cannot accrue as an

expense what it does not legally owe, and petitioner

does not owe paynent for the "reasonabl e reserve for

returns” that is to be subtracted fromthe royalty

paynment when paynent is nade.

Petitioner counters that "the | ogical and plain readi ng" of
t hose portions of the author contracts that pertain to author
royalties is that Random House and its subsidiaries owe royalties
for all books sold and not actually returned by the end of each
6-nmonth royalty accounting period, but that the obligation to pay
a portion of these royalties is deferred to a |ater period as
security against the possibility of future returns. Petitioner
argues that respondent erroneously treats that reduction in the

anount of royalties payable to authors as a reduction in the

anount of royalties owed to the authors as of the end of the
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taxabl e year. Petitioner further argues that w thhol di ng paynent
of aliability accrued in one taxable year pending the outconme or
occurrence of an event in a subsequent taxable year does not
reduce the accrual by the anount of the w thheld paynent.
Petitioner concludes that, because a delay in the paynent of an
accrued liability does not delay its deductibility by an accrual
basi s taxpayer, petitioner’s deduction for royalties owed to its
aut hors may not be reduced by the anmpbunts withheld as a reasonabl e
reserve for returns.

Petitioner additionally argues that, because respondent’s
determ nation of deficiency is based upon the yearend financi al
statenent royalty reserve rather than upon the royalties that were
actually withheld fromauthors, it is "arbitrary and erroneous and
cannot be sustained".®

B. Analysis

1. Proper Rovyalty Accrua

In general, aliability may be taken into account for Federal
i ncome tax purposes by an accrual nethod taxpayer in the taxable

year in which all the events have occurred that establish the fact

6 Afinding that a determ nation of deficiency is arbitrary
and wi t hout foundation would not, in and of itself, require that
we grant petitioner’s notion for summary judgnent. Rather, we
woul d be constrained to deny respondent’s notion for summary
j udgnent and require respondent to sustain what then would be
respondent’s burden of going forward with evidence to show the
correctness of the deficiency determnation. See Helvering v.
Taylor, 293 U S. 507 (1935); Shriver v. Comm ssioner, 85 T.C 1,
3 (1985); Franklin v. Conmm ssioner, T.C Menp. 1993-184.
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of the liability, the liability can be determ ned with reasonabl e
accuracy, and econom c performance has occurred with respect to
the liability. See sec. 1.461-1(a)(2), Incone Tax Regs. The
first two requirenents conprise the "all events test" for accrual
of aliability. See sec. 461(h)(4). The parties are in agreenent
that the anmount of petitioner’s liability for royalty expense can
be determ ned with reasonabl e accuracy. Respondent al so

acknow edges that econom c performance has occurred. See sec.
461(h) (2) (A (iii); secs. 1.461-4(d)(3)(ii) and 1.461-4(d)(7)
Exanple (9), Income Tax Regs., which provide, in effect, that
econom c performance with respect to a royalty based upon sal es
during the taxable year, arising fromthe use of property, occurs
as the sales occur during such taxable year. W are, therefore,
left to decide whether all of the events had occurred as of the
end of each of the audit years that established petitioner’s
ltability for royalties attributable to book sales for those
years, including anounts representing royalties that had been

wi thheld fromthe authors as "a reasonable reserve for returns”.

a. The Author Contracts

The three fornms of author contract (the contracts) are
anbi guous with respect to the royalties due the author at yearend
because the contracts discuss authors’ royalties solely in terns
of the anobunt payable at the royalty paynent dates rather than in

terns of the anpbunt owed. Thus, under the contracts, the
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publ i sher (either Random House, Knopf, or Ballantine, hereafter
generally referred to as Random House) agrees to pay the author a

royalty based upon sales |less "actual returns"” and less "a
reasonabl e reserve for [future] returns”. The contracts require
sem annual royalty paynents and acconpanyi ng "statenents of
account"™ or "accountings". An exam nation of the manner in which
the sem annual royalty paynents were determ ned pursuant to the
cont enpor aneous statenents of account reveals, however, that the
royalties owed by Random House to its authors at any given point
intime were, as urged by petitioner, based upon book sales |ess
actual returns.

As noted above, the royalty statenents of account furnished
by Random House item ze the royalties due the author on the basis
of total books sold I ess total books actually returned through the
begi nning of the statenent period. In addition, an adjustnent is
made for the excess, if any, of the prior period wthhol ding of
royal ti es based upon the reasonabl e reserve for returns over the
royalty reduction justified by actual returns during the statenent
period, i.e., the statenent reflects an additional anmount for
refund of reserves, and such anmount is included in the royalty
paynment for the statenment period. The balance of the paynent for
the statenment period is based upon sal es of books | ess actual
returns for such period, and |l ess the current reasonabl e reserve

for returns.
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"CGeneral ly speaking, the practical interpretation of a
contract by the parties to it for any considerable period of tine
before it conmes to be the subject of controversy is deened of

great, if not controlling, influence." dd Colony Trust Co. V.

Cty of Omha, 230 U S. 100, 118 (1913). That principle has been

applied in tax controversies involving one of the parties to the

contract. See WS. Badcock Corp. v. Commi ssioner, 491 F.2d 1226

1230 (5th Cr. 1974), revg. 59 T.C. 272 (1972)": “We * * * |ook
to that nost reliable indicator of what the contracting parties

meant: what they did." See also Diehl v. Conm ssioner, 1 T.C

139, 144 (1942), affd. 142 F.2d 449 (6th Cr. 1944), and Connally

v. Conm ssioner, T.C. Menob. 1961-312, both of which cite with

approval the adnonition of the Suprene Court in lnsurance Co. v.

Dut cher, 95 U. S. 269, 273 (1877): "There is no surer way to find

out what the parties neant, than to see what they have done."

" W note that the reversals of this Court in WS. Badcock
Corp. v. Conmm ssioner, 491 F.2d 1226 (6th Cr. 1974), revg. 59
T.C. 272 (1972), and in two cases cited infra, Ohner Register Co.
v. Comm ssioner, 131 F.2d 682 (6th Cr. 1942), revg. a Menorandum
Qpinion of this Court, and Central Cuba Sugar Co. v.

Comm ssioner, 198 F.2d 214 (2d Cr. 1952), affg. in part and
revg. in part 16 T.C. 882 (1951), were not based upon any

di sagreenent by this Court with the |egal principles for which
t hose cases are cited herein. Rather, the reversals were based
upon the appellate courts’ rejection of our factual finding, in
each case, that the enployees had not earned, and the taxpayer
did not owe, any sales comm ssions until a year subsequent to the
year of sale; i.e., there was di sagreenent whether the paynent
contingency was a condition precedent or a condition subsequent
to a fixed comm ssion obligation. See the discussion of this
distinction, infra.
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Utimately, the authors were entitled to be paid (and, in
fact, were paid) royalties on all books that were sold and not
actually returned, including unreturned books for which paynent
was never received by Random House. Therefore, based upon the
parties’ conduct under the contracts, we find that the w thhol di ng
of royalties representing a reasonable reserve for returns
constituted a delay in the paynent of royalties otherw se due the
authors for each statenent period in anticipation of actual
returns during the subsequent statenent period.

b. Di scussion of Authorities

We agree with petitioner that this case is governed by the
rule of law which states that the deduction of a liability that
ot herwi se satisfies the all events test is not negated by the
taxpayer’s right to defer paynent of the liability pending the
occurrence (or nonoccurrence) of sone event after the close of the

taxabl e year. See Lawyers’ Title GQuar. Fund v. United States, 508

F.2d 1, 6 (5th Cr. 1975); WS. Badcock Corp. v. Comm Ssioner

supra; Ohner Register Co. v. Comm ssioner, 131 F.2d 682, 686 (6th

Cr. 1942), revg. a Menorandum Qpinion of this Court; Central Cuba

Sugar Co. v. Conm ssioner, 198 F.2d 214, 217-218 (2d Cr. 1952),

affg. in part and revg. in part 16 T.C 882 (1951); Warren Co. V.

Commi ssioner, 46 B.T. A 897, 913-914 (1942), affd. 135 F.2d 679,

rehearing denied 136 F.2d 685 (5th Gr. 1943). As stated by the

Court of Appeals for the Fifth Crcuit in Lawers’ Title Guar.
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Fund v. United States, supra at 6: "‘The all events test’ is

recogni zed but regarded as not failed nerely because a ‘condition
subsequent’ may interfere with actual paynent"; see also Centra

Cuba Sugar Co. v. Commi SSioner, supra. In the cases cited, the

t axpayer was obligated to pay a fixed comm ssion based upon sal es
that had occurred by the end of the taxable year, although actual
paynment of the conm ssion was predicated upon events transpiring
after the close of the taxable year. For exanple, in Chner

Reqgi ster Co. v. Conm ssioner, supra at 683, as in this case, where

the royalties to authors were reduced to take account of returns,
a comm ssion credited to a sales agent on the original sale would
be reversed should the conpany be required to "take back the
product sold", i.e., should the product be returned. In Ciner

Regi ster Co., as in the other cited cases, the taxpayer was

al l oned to deduct comm ssions due with respect to sales in the
year of the sales, rather than in the subsequent year when the
obligation to actually pay the comm ssions was di scharged. The
court noted that "[t]he fact that the agent m ght not, in the end
[,] receive his full comm ssion is no nore material than that the
petitioner mght not receive full paynent of the purchase price of
the article sold.” 1d. at 686.

In Helvering v. Russian Fin. & Constr. Corp., 77 F.2d 324,

327 (2d Gr. 1935), affirm ng a Menorandum Opi nion of this Court,

the Court of Appeals for the Second Crcuit stated the applicable
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rule as follows: “That the liability may not subsequently be
di scharged by paynent does not necessarily prevent its
consideration as a liability for the years accrued. * * * The
exi stence of an absolute liability is necessary; absolute
certainty that it wll be discharged by paynent is not." See also

United States v. Hughes Properties, Inc., 476 U S. 593, 606

(1986) .
The cases upon whi ch respondent places principal reliance

(United States v. General Dynamcs Corp., 481 U S. 239 (1987);

ABKCO Indus., Inc., v. Conmm ssioner, 56 T.C 1083 (1971), affd.

482 F.2d 150 (3d Cir. 1973); Field Enters., Inc. v. United States,

172 &¢. d. 77, 348 F.2d 485 (1965)) are inapposite. In each of
t hese cases the Court found that the taxpayer’'s liability for the

paynments in question (in General Dynami cs Corp, clains for nedical

benefits; in ABKCO Indus., royalties; and in Field Enters., Inc.

"qual ity bonuses") was contingent upon the prior occurrence of a
particul ar event (a condition precedent). In this case, all of
the events that fixed the author’s right to royalties had occurred
by the end of the taxable year (i.e., the conpleted sal es of
books). That a portion of these royalties was w thheld and m ght
never be paid because of returns in a subsequent taxable year does
not negate petitioner’s right to accrue the royalty expense in the

year of sale.
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The parties al so dispute whether respondent’s position gives
rise to an inproper m smatchi ng of incone and expense. This
dispute is largely beside the point in light of our conclusion
t hat Random House’s obligation to pay royalties to its authors in
the year of sale, undi mnished by the anbunts withheld as "a
reasonabl e reserve for returns", constituted a proper accrual
under the all events test. Were, as here, both the income and
expense itens relating to the sane transaction neet the tax
requi renents for accrual, matching is appropriate and desirable.

See Warren Co. v. Conm ssioner, 46 B.T.A 897, 913-914 (1942),

affd. 135 F.2d 679, rehearing denied 136 F.2d 685 (5th Gr
1943) .8

8 An exception to the deduction of an expense that
ot herwi se satisfies the all events test has been nade under
circunstances in which paynent of the expense woul d have been
del ayed for such a substantial period that there was a violation
of the clear reflection of incone standard. See Mooney Aircraft,

Inc. v. United States, 420 F.2d 400 (5th Cr. 1970) and Ford

Mot or Co. v. Conm ssioner, 102 T.C 87 (1994), affd. 71 F.3d 209
(6th Gr. 1995); see also Exxon Mbil Corp. v. Conm ssioner, 114
T.C. 293, 323 (May 3, 2000). Also, exceptions to the principle
that related i ncone and expense itens should be accrued in the
sane taxabl e year have been made where the tax |aw specifically
requires, or permts, the acceleration, or deferral, of one, but
not both, of these itens. See, e.g., Marcor, Inc. V.

Commi ssioner, 89 T.C 181 (1987), where we allowed a current
deduction for certain preparation and installation costs under
circunstances in which the related fees for these services were
consi dered part of the paynents for nerchandi se, the reporting of
whi ch was deferred under the statutorily permtted install nment
met hod. No such exception to the normal rules of expense accrual
or to the matching principle pertains to this case.
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We hold that, for the audit years, petitioner was entitled to
a deduction for royalties due with respect to books sold during
the year, less returns, w thout reduction for royalty paynments
wi thheld fromthe authors during the year as "a reasonabl e reserve
for returns.”

2. \Wether the Deternination of Deficiency Wis
Arbitrary

Because of our holding that any reduction in petitioner’s
accrual deduction for royalties is inproper, it is unnecessary to
address petitioner’s argunent that the anount of respondent’s
proposed deficiency is "arbitrary and erroneous and cannot be
sust ai ned".

C. Concl usion

Petitioner’s notion for partial summary judgnent shall be
granted and respondent’s notion for partial summary judgnent shal

be deni ed.

An appropriate order

will be issued.




